I 

I * STRATEGIES AND OBJECTIVES 



PLAN OVERVIEW 

The 1993-1997 Five Year Plan is a significant departure from prior plans and the 
company's historical pattern of growth. 

The corporation's performance over the next five years will be measurably 
impacted by the performance of PM USA as this business confronts new U.S. 
cigarette industry fundamentals. Price sensitivity has become a firmly entrenched 
consumer behavior. This behavior has caused what was once relatively price 
inelastic demand for cigarette products to become considerably more price driven 
and has allowed the discount category to flourish. Moreover, we expect this 
situation to be exacerbated by the anticipated doubling of the federal excise tax 
within the Plan period. 

In order to protect its industry leadership position and maximize long-term income 
and cash flow, PM USA will implement a major strategic shift in order to correct the 
currently unsustainable price gap between the premium and discount segments. 
In doing so, the company will sacrifice income from operations for market share 
growth in 1993. Operating income growth of 7% is anticipated in 1994 with more 
aggressive income growth expected thereafter. The intent of this decision is to 
protect Marlboro, the corporation's most valuable worldwide brand franchise and to 
strengthen PM USA's overall competitive position. 

We consider the U.S. tobacco issue the corporation's most formidable challenge 
during the-Plan period. However, we also recognize that our other businesses 
face several uncertainties and will have to confront issues of their own. Several 
major risks that could significantly alter the Plan have been identified. These 
include a higher than expected U.S. federal cigarette excise tax, and lower than 
projected growth for our international tobacco business. 

In an effort to strengthen the corporation's ability to meet these challenges, the 
Plan assumes a very conservative financial posture. We will employ stricter 
resource allocation standards for capital expenditures, and balance sheet 
improvement will receive added focus. Furthermore, we will depart from the 
balanced strategy of acquisitions and share repurchases in favor of a strategy that 
directs cash flow primarily towards debt reduction. Acquisition activity will not be 
halted, but we will limit our choices to candidates that are considered strategically 
imperative. As we execute the near-term shift in strategy for PM USA, and we are 
able to ascertain the effectiveness of our decisions, we will reassess our options 
and redirect the use of funds to further enhance growth and improve the return to 
our investors. 
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Philip Morris has been viewed as a high growth company by the investment 
community for the past several years. And we will remain a growth oriented 
organization. However, recognition by the investment community of the structural 
changes that have occurred in the domestic tobacco industry have prompted a 
reassessment of the corporation's growth profile. Going forward, Philip Morris 
must reposition itself as a moderate growth and income investment choice. While 
the long-term prospects for PM USA have changed dramatically, the steady 
growth and earnings contribution by our other business units, particularly our 
international tobacco and food businesses, must not be overlooked. Relatively 
larger contribution to earnings growth by both our food business and Philip Morris 
International will over time, gain recognition by the investment community and may 
result in a more balanced assessment of Philip Morris. 

As a result of all the above, the 1993-1997 Five Year Plan reflects a strategic 
repositioning of Philip Morris that has profound near-term financial implications. 
However, all of our long-term decisions and actions will continue to be guided by 
the same fundamental -pri ncip a l that have delivered consistently outstanding 
performance in the past. 

MISSION AND STRATEGIES 

Philip Morris' commitment to achieve its Mission remains unwavering irjspite of the 
challenges the company will face during the Plan period. We will still elndeavor to 
be the most successful consumer packaged goods company in the world as 
demonstrated by our: 

• Outstanding overall quality of people, products, and business plans and 
execution 

• Superior understanding and service of customer and consumer wants and 
needs 

• Excellent, growth-driven financial performance 

• Honesty, integrity, and responsibility in all aspects of operations 

% The pursuit of this Mission is intended to benefit our shareholders, our customers 
' and consumers, our employees, and the communities in which we operate. 

The attainment of our Mission depends on the effective execution of six 
fundamental strategies. They are as follows: 
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1) Maintain the highest quality of people 

The quality and success of an organization is measured in large part by the 
caliber of the individuals that form it. Our business environment is certain to 
remain highly competitive and rapidly changing. Within this environment our 
success depends on our ability to attract, motivate and retain the best people. 
Therefore, throughout the Five Year Plan we will remain strongly committed to 
the development of our workforce through programs that will prepare them to 
meet the challenges our business will face as we pursue long-term growth. In 
addition, we will enrich our company with a broader pool of talent as we 
promote diversity at all levels throughout the organization. 

2) Protect and build our brand franchises 

The continued success of our company depends on our ability to maintain the 
value of our brands in the consumer's mind. To protect their value, our 
commitment to quality will remain unwavering, and we will work to keep our 
brand images and attributes relevant and contemporary. This is a continuous, 
evolutionary process that requires us to be keenly attuned to changing 
consumer needs and competitive offerings. Furthermore, we will ensure that 
our marketing efforts effectively communicate our brand values to the 
consumer. To this end, the Plan includes programs to reinvigorate our brands 
as well as a renewed company-wide focus on world class advertising. 

3) Grow profitable new business through line extensions, new products, 
geographic expansions, acquisitions, and joint ventures and strategic 
alliances 

The industries in which we participate are mature, yet within these industries 
our relative position can always be improved. Domestically, line extensions of 
our strong, established brand franchises and close-in new product development 
are our best and most cost effective avenues for growth. Internationally, world 
events that have opened new markets and accelerated trade liberalization 
efforts are giving us unprecedented opportunities to augment long-term growth 
through geographic expansion. Our search for acquisitions that leverage the 
company's strengths and help to augment long-term growth will be an ongoing 
process. Finally, by establishing joint ventures and participating in strategic 
alliances we will seek to combine our strengths with those of others for mutual 
benefit. 
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4) Maximize productivity and synergy in all our businesses at all times 

Continually seeking productivity and synergy gains are practices that make 
good business sense. However, in an environment of diminished pricing 
flexibility and heightened competition such as we expect to face during the next 
five years, they become strategic imperatives. To profitably grow our 
businesses, we will continue to optimize asset utilization, leverage business 
systems, share technical expertise, streamline administrative functions, and 
rationalize procurement. This will require creativity and innovation as well as 
greater collaboration among all our business units. 

5) Make total quality management a reality in every aspect of our everyday 
operations 

By embracing the concept of total quality management, our company has 
committed itself to a way of doing business that settles for nothing less than 
achieving superior performance relative to the competition. Our focus on 
quality extends beyond our products. It encompasses every aspect of our 
day-to-day operations. Every operating unit and every employee is charged 
with the responsibility of ensuring that their actions, regardless of their role 
within the organization, are quality oriented and contribute positively to the 
overall performance of the company. 

6) Manage with a global perspective 

As a vast consumer products company, manufacturing and marketing 
thousands of tobacco, food and beer brands around the world, we possess an 
immense wealth of resources that few competitors can match. This is an 
advantage that must be fully exploited. Our annual Worldwide Leadership 
Conference is the first step in making this possible. By bringing the 
management of our businesses together to discuss topics of mutual interest, 
we are creating an environment that fosters and encourages global 
communication and cooperation. Our businesses confront many of the same 
challenges and often the solutions are just a long distance phone call away. 
Our goal is to make this type of communication second nature throughout the 
organization. As we continue to manage for long-term growth, we will strive to 
think and act as a truly integrated global enterprise. This means capitalizing on 
the global potential of our brands, seeking the optimal sourcing for our products 
and sharing ideas that will improve every aspect of our operations. 
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QUANTITATIVE OBJECTIVES 

Philip Morris' quantitative objectives have not changed materially since they were 
originally formulated. However, since the beginning of this decade, our businesses 
have witnessed major shifts in their operating environments that have made us 
question the validity of our corporate objectives going forward. As a result, we 
have reexamined our objectives within the context of significantly changed 
consumer packaged goods industry fundamentals, the most dramatic of which is 
the shift occurring within the U.S. tobacco industry. After careful consideration, we 
have determined that while appearing more ambitious than in the past, our 
objectives should not be modified as we manage our business for the long-term. 
Therefore, Philip Morris' quantitative objectives remain as follows: 

• To continue to grow unit volume, market share, revenue, and income from 
operations. 

• To maintain a rate of earnings per share growth which exceeds inflation by 

at least 10% and which compares favorably with the performance of major 
competitors and peer companies. 

• To achieve strong operating and free cash flow growth. 

• To maintain, over time, a superior corporate return on equity and to improve 
the return on investment and assets. 

• To improve the value of our shareholders' investment and to take actions 
such that the corporation's market capitalization reflects its superior 
performance and earnings power. 

Having confirmed our long-term objectives, it must be pointed out that the 
1992-1997 net earnings and earnings per share growth rates of 11.6% and 11.9%, 
respectively, fall short of the target growth stated above. The necessary shift in 
strategy affecting PM USA and the corporation in 1993 will reduce the absolute 
amount of net earnings and earnings per share below 1992 results. Moderate 
growth is anticipated in 1994, and more aggressive growth is projected for the 
outer years of the Plan. Consequently, 1993-1997 net earnings and earnings per 
share growth rates of 18.2% and 17.6%, respectively, exceed our stated objective. 
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VOLUME AND SHARE 


As the largest consumer packaged goods company in the world, we have a solid 
base of branded products with strong positions in large, profitable industries and 
with extraordinary global growth potential. Over the next five years, volume growth 
will be given added emphasis throughout the corporation. Each business will 
aggressively pursue every opportunity to sell more, increase market share, and 
expand the reach and availability of our products to consumers worldwide. 



The U.S. cigarette industry is expected to decline at a 2.3% annual rate during the 
Plan period. In 1997, discount cigarettes are expected to comprise 46% of the 452 
billion unit industry, 16 percentage points higher than in 1992. 

Within the U.S. tobacco industry's declining trend and deteriorating mix, PM USA 
will fare better than its competitors as it grows overall share and captures a larger 
portion of the premium category. The company’s volume is projected to remain 
relatively flat as overall market share grows by 4.7 percentage points to 47.0%, 
representing 55.6% of the premium category and 36.9% of the discount category. 
Despite premium share growth, PM USA's mix will deteriorate as discount brands 
grow to 36% of total volume by 1997, up from 19.4% in 1992. to 
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INTERNATIONAL TOBACCO 


Units (T rillions) 



The international cigarette industry is projected to continue growing at a compound 
annual rate of 1.7% to reach 5.4 trillion units in 1997. Much of the expected 
volume gain will occur in state economies and underdeveloped markets where the 
full potential of our business is yet to be realized. 

PMI's volume is expected to grow at an 8.1% annual rate during the Plan period to 
623 billion units. Share will improve by 3 percentage points to 11.6% in 1997. 
Excluding acquired volume in Eastern Europe, PMI's annual rate of growth would 
be 7.2%. Historically, the EEC Region has been PMI's major volume growth 
contributor. Over the past five years, this Region grew volume at a compound 
annual rate of 6.5% and delivered incremental volume of 41 billion units. Going 
forward, this Region is expected to continue its historical pattern of growth, but will 
be surpassed by the EEMA Region as the Plan's fastest growing and largest 
volume contributor. This Region, which includes the newly opened markets of 
Eastern Europe and the former Soviet Republics, is expected to grow at an annual 
rate of 25.7% and contribute over half of PMI's volume gain. 
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NORTH AMERICAN FOOD 


The North American food industry is expected to grow about 0.8% per annum, 
approximating projected population growth. 

KGFNA will grow volume at an annual rate of 3.0% from 9.0 billion pounds in 1992 
to 10.5 billion pounds in 1997. The operating groups contribute to this volume 
growth as follows: 


1992-97 

CAGR 


Kraft USA 

1.9% 

GF USA 

4.1% 

KGF Canada 

2.8% 

Total KGFNA 

3.0% 


CONTRIBUTION TO VOLUME GROWTH 

lbs. (Billions) 

11 


10 


9 


8 


Of the total 1.5 billion pound volume increase, 54% will be driven by share and 
category growth, 34% will result from penetration of alternate channels and new 
geographic markets, and the remaining 12% will reflect the contribution by Nabisco 
Cereal and Jack's Pizza. 


0.2 10.5 



1991 

Share 

Category 

Alternate 

Channels 

Geographic 

Expansion 

Nabisco/ 

Jack's 

% Total 

32% 

22% 

26% 

8% 

12% 
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CONTRIBUTION TO VOLUME GROWTH 


lbs. (Billions) 

Hi- 



1992 

Base 

Line 

Extensions 

Development 

Nabisco/ 

Jack’s 

1997 

% Total 

16% 

18% 

54% 

12% 



Over the Plan period, KGFNA's base business and line extensions will generate 
34% of volume growth while new product development will contribute 54%. 
Nabisco Cereal and Jack's Pizza will increase volume by the remaining 12%. 


9 


Source: https://www.industrydocuments.ucsf.edu/docs/fsbkOOOO 


2047354373 



INTERNATIONAL FOOD 


During the next three years, KGFI volume will grow at an annual rate of 9.3% from 
3.0 million pounds in 1992 to 3.9 million pounds in 1995. By 1997, KGFI expects 
volume to reach 4.2 million pounds, reflecting a 7.4% annual rate of growth. 


lbs. 


3900 


3600 


3300 


3000 


2700 


Business building efforts will principally revolve around our three main cores, 
coffee, confectionery and cheese. Category growth and share gains will contribute 
18% of KGFI's incremental Plan volume. Acquisitions and joint ventures, which 
have already been approved are expected to account for 54% of planned volume 
growth and will play an important role in building scale and expanding 
geographically. Developing markets such as Eastern Europe, China, Turkey, 
Portugal and Indonesia will be areas of strategic focus. Close-in product 
development is also expected to be a major volume contributor, accounting for 
27% of growth. 


CONTRIBUTION TO VOLUME GROWTH 
(Millions) _ 


496 7 3,874 



1992 Category/ Development Acquisitions Other 1995 

Share 

% Total 18% 27% 54% 1% 
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NORTH AMERICAN BEER 


Barrels (Millions) 



U.S. beer industry volume growth will remain flat during the Plan period, and 
industry mix will continue to shift towards the low calorie, non-alcohol and below 
premium segments. 

Miller plans to grow volume aggressively, reaching 53.4 million barrels by 1997. 
This 11.2 million barrel gain translates into an average annual increase of 4.8% 
over the Plan period. Excluding the acquisition of Molson USA, volume growth 
would be 3.4%. Miller brands will gain share in every industry category. As a 
result, the company's overall market share will rise 5 percentage points giving 
Miller over a quarter of total industry volume. In spite of the industry trend towards 
below premium products, Miller’s mix erosion will be slight. Premium brands will 
account for 71% of the company's total volume in 1997 and for over 50% of its Plan 
volume increase. 

During the last year, Miller began its transformation from a domestic beer company 
to a North American brewer through its recent business ventures with Molson In 
Canada and FEMSA in Mexico. This expansion has significantly improved the 
company's volume growth opportunities. During the next five years, Miller will 
place considerable emphasis on realizing the potential of its Molson and FEMSA 
investments and on growing its international presence. 
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DOMESTIC FOODSERVICE 



Share 2.8% 3.0% 3.6% 

Kraft Foodservice's real growth, excluding acquisitions, at 1.9% over the past five 
years has exceeded industry growth of 1.6%. During the Plan period, the industry 
is expected to exhibit steady real growth as consumers continue to Increase their 
share of food dollars spent in the "away from home" segment. KFS plans real 
growth at an annual rate of 5.8% over the next five years versus an Industry 
growth rate of 2.2%. A new strategy emphasizing consistently superior service 
and the alliance with Baxter International in the healthcare segment are the 
primary drivers of KFS' planned volume growth. 
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REVENUES 


The corporation's revenues will grow from $59.1 billion in 1992 to $87.2 billion in 
1997. The operating units will contribute to this 8.1% annual growth as follows: 

REVENUE GROWTH 
($ Billions) 



1992 

1222 

1992-97 

-CAGE 

PM USA 

$12.0 

$15.2 

4.8% 

PMI 

13,9 

25.4 

12.7% 

Total Tobacco 

25.9 

40.6 

10.3% 

KGFNA 

15.8 

20.5 

5.3% 

KFS 

3.7 

5.2 

7.8% 

KFI 

0.9 

0.9 

0.5% 

KG FI 

BA 

14*3 

11.1% 

Total Food 

28.8 

40.9 

7.3% 

Miller 

4.0 

5.1 

5.1% 

PMCC 

QA 

QA 

8.0% 

Total PM 

$59.1 

$87.2 

8.1% 


CONTRIBUTION TO REVENUE 
($ Billions) 



1992 1997 

$ 59.1 $ 87.2 


Tobacco and food will contribute almost equally to the corporation's total revenues 
by 1997. Tobacco's relative contribution will increase by 2.6 percentage points to 
46.5%. This will be offset by a 1.8 percentage point decline in food and a 0.8 
percentage point decline in beer. Within tobacco, PMI's contribution will grow 5.5 
percentage points, more than offsetting the 2.9 percentage point decline in PM 
USA. 
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INTERNATIONAL VS. DOMESTIC REVENUES 
($ Billions) 




%of 

Total 

122Z 

%of 

Total 

1992-97 

CAGB 

Domestic 

$36.7 

62.1% 

$47.6 

54.6% 

5.3% 

International 

22.4 

37.9% 


45.4% 

12.1% 

Total PM 

$59.1 


$87.2 




* international tobacco and food operations currently contribute 38% of total 
revenues. Over the Plan period, international revenues will grow over twice as fast 
as domestic revenues and by 1997 will represent 45% of the total. 


PRICING STRATEGIES 

Plan revenue growth results from the projected volume increases, pricing and mix 
strategies of each business. On a weighted average basis, volume will contribute 
1.5 percentage points more than pricing and mix to the company's projected 
average annual revenue growth rate of 8.1%. 


COMPOSITION OF REVENUES 

1992-97 CAGR 



Volume 

Pricina/Mix 

Revenues 

PM USA 

0.0% 

4.8% 

4.8% 

PMI 

8.1% 

4.6% 

12.7% 

KGFNA 

3.0% 

2.3% 

5.3% 

KFS 

7.7% 

0.1% 

7.8% 

KFI 

(2.7%) 

3.2% 

0.5% 

KG FI 

7.4% 

3.7% 

11.1% 

Miller 

4.8% 

0.3% 

5.1% 

Weighted Average 

4.8% 

3.3% 

8.1% 


PM USA's pricing strategy over the next five years has been carefully designed to 
mitigate the adverse impact on volume and profitability of the discount category's 
continued growth and the projected $12.00/000 federal excise tax increase. 
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In 1993, PM USA will reduce premium prices by $20.00/000 or 40 cents per pack. 
This will immediately narrow the price gap between premium and discount 
products from the current-% level to a more competitive-% range. At the same 
time, branded discount product prices will be reduced to match discount product 
prices. This action should result in discount category share expansion for PM USA 
without fueling the category's overall growth. In 1994, premium category profit 
growth will be restored by resuming semi-annual pricing and discount category 
profit margin will be expanded through annual price increases. These pricing 
initiatives will result in a year to year profit decline for PM USA and consequently 
the corporation as a whole in 1993. However, by decisively addressing consumer 
price sensitivity, PM USA will protect the viability of the premium segment and 
ensure its continued industry leadership long-term. 

Our North American food and beer businesses expect their ability to raise prices at 
historical levels to be limited by increasing consumer price consciousness and by 
unrelenting price competition. Most of the unsustainable price gaps that existed 
between our food products and those of the competition, including private label, 
have been addressed. Going forward, both the food and beer businesses intend to 
carefully manage their pricing initiatives to ensure that price/value relationships do 
not become misaligned and that price competitiveness is maintained. 

PMI and KGFI revenue growth will be mostly volume driven. Internationally, both 
businesses are finding their pricing flexibility constrained by lingering recession in 
key markets and by the relatively low purchasing power in many new markets. The 
situation is further compounded by escalating price competition. 
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INCOME FROM OPERATIONS 


h 


Income from operations grows from $11.0 billion to $16.6 billion for a compound 
average annual growth rate of 8.6%. Historically, our goal has been to grow total 
income from operations at a rate of 10% in excess of inflation with each business 
unit contributing to this goal based on their individual growth characteristics. 
Based on projected average annual inflation of 3.2% over the next five years, the 
Plan's projected income from operations growth rate falls short of our goal. This is 
mainly attributable to PM USA's lack of income growth as this business carries out 
its strategy to protect long-term profitability. 


INCOME FROM OPERATIONS GROWTH 
($ Millions) 



1222 

122Z 

1992-97 

CA6B 

PM USA 

$5,185 

$4,851 

(1.3%) 

PMI 

2.D3A 

5A0A 

19.6% 

Total Tobacco 

N. 

7,269 

9,955 

6.5% 

KGFNA 

2,114 

3,318 

9.4% 

KFS 

34 

158 

35.8% 

KFI 

46 

70 

8.8% 

KG FI 

121£ 

ZQA3 

15.0% 

Total Food 

3,210 

5,589 

11.7% 

Miller 

260 

677 

21.1% 

PMCC 

212 

361 

11.2% 

Adjustments 

9 

_(5) 


Total PM 

$10,960 

$16,577 

8.6% 
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CONTRIBUTION TO INCOME FROM OPERATIONS 

($ Millions) 


Miller 2.4% 


PMCC 1.9% 


Miller 4.1% 


PMCC 2.1% 


Food 33.7% 

PM USA 
47.4% 




1992 1997 

$ 10,960 $ 16,577 


Tobacco's relative contribution to income from operations decreases from 66.4% to 
60.1% over the Plan period. While PM International's contribution increases 
significantly from 19% in 1992 to nearly 31% by the end of the Plan period, PM 
USA's contribution declines 18.1 percentage points. Food and beer increase their 
contributions by 4.4 and 1.7 percentage points, respectively. 


INTERNATIONAL VS. DOMESTIC INCOME FROM OPERATIONS 



1992 

($ Millions) 

%of 

Iota! 

mi 

%Of 

loial 

1992-97 

CASH 

Domestic 

$7,860 

71.7% 

$9,430 

56.9% 

3.7% 

International 

3,100 

28.3% 

-L14Z 

43.1% 

18.2% 

Total PM 

$10,960 


$16,577 




International tobacco and food will grow income from operations at almost five 
times the rate of the domestic businesses. International operations will gain 
importance over the Plan period as its relative contribution to operating profitability 
grows nearly 15 percentage points to 43%. 

PRODUCTIVITY AND SYNERGY 

The corporation’s ability to deliver planned income from operations growth will be 
more heavily dependent than ever before on the successful execution of our 
strategy to maximize productivity and synergy in all our businesses at all times. 
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Each of our businesses recognizes the competitive importance of attaining low 
cost producer status, especially in light of the constrained pricing environment. 
Therefore, throughout the Plan period each business will seek to identify and 
exploit every opportunity to improve its cost structure through the implementation 
of numerous productivity and synergy programs. 

In tobacco, PM USA and PMI will work together more closely. Their efforts will 
center around enhancing direct material procurement and utilization, particularly 
leaf, as well as optimizing worldwide capacity. In addition, Marlboro marketing will 
become more of a global effort that will incorporate the thinking and experiences of 
PM USA as well as the five regions of PMI. 

In North American food, efforts to centralize purchasing of commodities, 
ingredients and packaging through strategic supplier alliances will continue. U.S. 
warehousing, distribution, and transportation will be further consolidated and 
transaction management will be standardized enabling KGFNA to present "one 
face to the consumer.' Added emphasis will be given to channel management. 
Our mass will be fully leveraged in order to effectively penetrate and secure our 
position in alternative channels of distribution such as club stores, mass 
merchandisers and convenience stores. 

Internationally, integration of the many recently acquired businesses, particularly 
Freia Marabou, should yield significant synergy savings. Throughout the Plan 
period, the newly formed European Task Force will work to identify and implement 
synergy opportunities between KGFI and PMI in the areas of media purchases, 
warehousing, distribution, counter trade, new market and key account 
development. 

In beer, cost reductions will be achieved mainly through work process 
improvements and production reallocation as well as through technological 
advances in can production. 

Overall, the company’s ranking among its corporate peers in sales and net 
earnings per employee demonstrates the successful execution of its productivity 
and synergy programs. 


1992 

Sales Per Employee 
($000) 


1992 

Net Earnings Per Employee 
($000) 

Coca-Cola 

427 

Coca-Cola 54 

Philip Morris 

311 

Philip Morris 31 

Procter 4 Gamble 

282 

Anheuser-Busch 21 

Anheuser-Busch 

254 

American Brands 19 


RJR Nabisco 

246 

Procter & Gamble 

18 

to 

American Brands 

188 

Nestle 

10 

o 

Nestle 

186 

Unilever 

7 


CPC International 

174 

Sara Lee 

6 

<1 

Ralston Purina 

131 

CPC International 

6 


Unilever 

128 

Ralston Purina 

5 


Sara Lee 

104 

RJR Nabisco 

5 


General Mills 

70 

General Mills 

4 

CO 

PepsiCo 

59 

PepsiCo 

1 

GO 

to 
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NET EARNINGS AND EARNINGS PER SHARE 

Our main quantitative objective is to grow earnings per share consistently over time 
at a rate of 10% above inflation, and for this performance to compare favorably to 
our major competitors and peer companies. Historically, we have surpassed our 
earnings per share objective. During the five year period of 1987-92, reported 
earnings per share grew at a 22.9% annual rate. This growth significantly 
exceeded average annual inflationary increases of 4.3% during the same period. 


Net Earnings (Billions) EPS 



87 88 89 90 91 92 93 94 95 96 97 


Hi Net Earnings H One-time *♦- EPS 

Charges 

During the next five years, corporate profitability will be adversely impacted by the 
lower rate of income growth in PM USA. Therefore, our earnings per share 
objective for the 1992-1997 period is not met, despite the sound performance of 
the other businesses in our portfolio, and rapidly declining corporate interest 
expense. Net earnings of $8.6 billion in 1997 represents annual growth of 11.6% 
over 1992 reported earnings of $4.9 billion. Earnings per share will increase from 
$5.45 In 1992 to $9.55 in 1997, reflecting an 11.9% annual rate of growth. After 
repositioning PM USA in 1993, we anticipate growth will resume at a modest rate 
in 1994 and more aggressively thereafter. Consequently, our 1993-1997 earnings 
per share growth rate of 17.6% exceeds our growth objective. 
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COMPARISON OF EARNINGS PER SHARE 
VERSUS MAJOR COMPETITORS 

Our earnings per share performance has placed us at the top of our peer group of 
major competitors over the past ten years. 

EPS Growth 
1982*92 


Philip Morris 

21.5% 

Sara Lee 

16.5% 

Coca-Cola 

16.0% 

ConAgra 

15.0% 

Anheuser-Busch 

13.9% 

Unilever 

13.1% 

General Mills 

10.4% 

American Brands 

10.3% 

Nestle 

7.3% 

PepsiCo 

5.5% 

S&P 400 

4.2% 

CPC International 

1.6% 


Over the next five years, our planned earnings per share growth will not compare 
favorably to the projected performance of major competitors (based upon analysts' 
estimates) due to our decision to shift our U.S. tobacco business strategy to better 
position us for strong and sustainable earnings growth over the long-term. 
Nonetheless, we still remain ahead of a number of significant competitors, 
including our leading beer competitor, Anheuser-Busch, and the two largest 
worldwide food competitors, Nestle and Unilever. 


Estimated 
EPS Growth 
1992-97 


RJR Nabisco 

25.5% 

S&P 400 

20.0% 

Coca-Cola 

18.0% 

PepsiCo 

16.1% 

ConAgra 

14.3% 

General Mills 

13.7% 

Sara Lee 

13.7% 

CPC International 

12.1% 

Philip Morris 

11.9% 

Anheuser-Busch 

11.8% 

American Brands 

11.2% 

Nestle 

11.0%* 

Unilever 

9.3%* 


•Represents a two year projection. 
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CASH FLOW 


The corporation's ability to generate substantial cash flow is a key strength that 
distinguishes Philip Morris from its peers and gives us flexibility in managing our 
businesses and increasing shareholder value. 

While our objective is to generate strong cash flow growth, optimizing its utilization 
is essential to sustain business growth and improve the value of our shareholder 
investment over time. During the next five years, we will continue to utilize our 
cash flow to fund operating company capital expenditures to support their growth 
and productivity objectives as well as to increase and pay dividends to our 
shareholders. However, we significantly modified our plans for the utilization of all 
remaining cash. Free cash flow will be employed primarily to strengthen our 
balance sheet by accelerating the corporation's deleveraging schedule. Alternative 
uses for the company's free cash flow such as acquisitions and share repurchases 
will be considered once we ascertain the successful execution of PM USA's value 
pricing strategy, and only to the extent that these alternative uses are strategically 
imperative or serve to meaningfully enhance growth and shareholder value. 


TOTAL OPERATING AND FREE CASH FLOW 


Billions 

$ 12 a— 




Op. Cash Flow 
Free Cash Flow 
Dividends 
Cap. Expend. 


Annual operating cash flow will increase from $6.2 billion in 1993 to $10.7 billion in 
1997, for a five year cumulative total of $40.6 billion. Annual cash flow after 
dividends and capital expenditures, or free cash flow, grows from $2.5 billion in 
1993 to $5.1 billion in 1997. Cumulative free cash flow at the end of the five year 
period will total $17.8 billion. 
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CONTRIBUTION TO FREE CASH FLOW 
($ Millions) 



im 

1ML 

Cumulative 

1993-97 

PM USA 

$2,171 

$2,986 

$12,536 

PMI 

124Q 

3,553. 

12,026 

Total Tobacco 

3,511 

6,539 

24,562 

KGFNA 

908 

1,784 

6,678 

KFS 

8 

63 

189 

KFI 

(4) 

40 

116 

KG FI 

—251 



Total Food 

1,169 

2,883 

9,848 

Miller 

252 

435 

1,645 

Other 

12AZ5) 

(4JQ1) 

(18.241) 

Total PM 

$2,475 

$5,056 

$17,814 


Worldwide tobacco remains the Plan's major source of free cash flow. However, 
within tobacco, PMI's relative contribution will grow to exceed 50% as PM USA's 
free cash flow growth is severely constrained due to the execution of its value 
pricing strategy. 


FREE CASH FLOW GROWTH 


1992-97 CAGR 


Free 

Income from 

Cash Flow 

Operations 


PM USA 

0.3% 

(1.3%) 

PMI 

26.2% 

19.6% 

Total Tobacco 

10.0% 

6.5% 

KGFNA 

13.4% 

9.4% 

KFS 

mm 

35.8% 

KFI 

1.0% 

8.8% 

KGFI 

25.3% 

15.0% 

Total Food 

17.3% 

11.7% 

Miller 

16.6% 

21.1% 

Total PM 

12.6% 

8.6% 


Tobacco and Food free cash flow (operating cash flow less capital expenditures) 
will grow faster than income from operations growth as planned capital spending 
remains relatively stable over the Plan period. Beer free cash flow grows at a 
slower rate than its income. 
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Our strong free cash flow will enhance our financial position during the Plan period 
as debt repayment becomes the primary use of these funds. Total consumer 
product debt to equity declines from 1.29 in 1992 to 0.39 in 1997. This translates 
into $5.5 billion of debt reduction. 


Source: https://www.industrydocuments.ucsf.edu/docs/fsbkOOOO 
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TOTAL FUNDS AVAILABLE 



By 1997, our total funds available will reach $24 billion based on a debt to equity 
ratio of 1-to-l, or $38 billion based on a 1.5-to-1 ratio. 


CAPITAL EXPENDITURES 



Total 1988-92 Total 1993-97 

$6.8 B $8.4 B 


Our capital expenditures are intended to ensure that our products remain 
measurably superior in quality while being produced at the lowest possible cost, 
and that our businesses possess the infrastructure necessary to meet their growth 
objectives. Between 1992 and 1997, capital spending will total $8.4 billion, $1.6 
billion or 23.5% higher than in the prior five year period. 
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The food business continues to account for the majority of planned capital 
spending. Our expenditures in food are primarily for capacity and for productivity 
improvements in existing businesses as well as for new development projects. 
Cost reduction projects will represent 34% of KGFNA's planned spending. KGFI 
will focus on capacity expansion to support volume growth and new product 
development, while KFS will continue to spend on systems to enhance service 
capabilities. Some of the large food projects identified to date and included in this 
Plan are as follows: 

• KGFNA - Reducing cheese sourcing costs by moving procurement and 
production to the West Coast; adding new product capacity to support 
Post's growth initiatives; installing capacity for Kool Burst's conversion from 
aseptic box to plastic; and investing to further rationalize meat production at 
Oscar Mayer. 

• KGFI - Continued reconfiguration of the Fallingbostel, Germany facility to 
meet demand for salad dressings, cream cheese and viscous, to lower 
production costs, and to improve process flows; Australian capacity and 
technological upgrades to improve product quality and maintain low cost 
producer status in processed cheese; gum manufacturing consolidation in 
France; self manufacturing of chocolate mass and cocoa liqueur in Belgium; 
and Jacobs Suchard office consolidation in Bremen, Germany. 

In tobacco, the Cabarrus N.C. facility expansion will be completed in 1994. This 
expansion maximizes manufacturing flexibility to meet export demand, while 
effectively managing both fixed and variable costs. PM USA’s plans also include 
several modernization projects designed to upgrade production and reduce costs. 
Internationally, several projects, already under way in Holland and Germany, to 
increase capacity by 34 billion units will be completed. In addition, significant 
spending will take place in the EEMA Region to modernize our newly acquired 
facilities and increase capacity, particularly in Hungary and the Czech Republic. 

In beer, capital expenditures are planned to meet volume requirements at the 
Trenton brewery, to establish new draft beer capacity, and to reduce the cost of 
producing can ends. 
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DIVIDENDS 



Annual dividends per share will increase from $2.60 in 1992 to $5.22 in 1997. This 
represents a 15.0% average annual rate of growth, which exceeds our earnings 
per share growth rate of 11.9%. Planned dividend increases are tied to earnings 
per share growth each year except for 1993. While earnings per share decline in 
1993, a modest 5% increase in dividends has been assumed in the Plan. 
Consequently, our dividend payout ratio, based on dividends declared, will 
increase from 43.1% in 1992 to 50.2% in 1997 with cumulative dividends paid 
totalling $15.1 billion. Over the next five years, the benefit of utilizing excess cash 
to implement a more aggressive dividend policy as a means to enhance 
shareholder value will be evaluated. 


SHARE REPURCHASES 
(in Millions) 




fcaLSMces 

1987 

$200 

8.0 

1988 

539 

25.0 

1989 

0 

0.0 

1990 

221 

5.7 

1991 

703 

10.0 

1992 

Z£2± 

32.1 

1987-92 Actual 

$4,134 

80.8 

1993 Actual 

$1,218 

17.3 
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Over the past five years, we have purchased 80.8 million shares, at a cost of $4.1 
billion. Until 1992, our share repurchase programs were mainly tactical in nature to 
avoid dilution from the exercise of employee stock options. In 1992 and the early 
part of 1993, we purchased shares more aggressively as part of a strategy that 
balanced both acquisitions and share repurchases to supplement growth and 
enhance earnings per share. Since this Plan incorporates the redirection of free 
cash flow utilization towards debt repayment, completion of the current share 
repurchase program has been suspended. We will retain our flexibility to resume 
share repurchases in the outer years of the Plan if market conditions are deemed 
desirable and this alternative use of cash serves to meaningfully augment earnings 
per share. 


ACQUISITIONS AND DIVESTITURES 

Our corporate acquisition activity will be scaled back considerably as strengthening 
the balance sheet becomes our first priority. However, this does not imply we will 
neglect to pursue those opportunities that are of major strategic importance to our 
businesses. Acquisitions will remain focused on businesses that: 

• Help the company achieve its growth objectives. 

• Increase the percentage of revenue and operating earnings from 
international operations. 

• Strengthen Philip Morris' existing lines of business by leveraging our 
distribution channels, creating synergies, and utilizing our corporate and 
management strengths. 

Most of our acquisition activity will be food related. In this area, our focus will be 
on small to mid-sized domestic and international companies with growing 
categories, that expand our geographic reach, and that improve our scale. 

In tobacco, we have identified several key factories throughout Eastern Europe and 
the former Soviet Republics. However, many of these facilities have also been 
Identified by our competitors. Consequently, we are working to build positive 
relationships with management and labor groups at these facilities as well as 
government officials. We believe these relationships will turn Into strategic 
competitive advantages as the opportunities to acquire these businesses arise. In 
Latin America, we will actively seek to increase our ownership in Cigatam, Mexico 
and in Catana, Venezuela, as well as selectively explore other opportunities. 

In beer, we have begun to carry out our North American expansion strategy, 
During the Plan period, we will work to integrate the Molson acquisition and work to 
further develop our relationship with FEMSA. In addition, we will begin to explore 
potential expansion opportunities internationally, especially in Latin America where 
market growth opportunities are greatest. 
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Going forward, divestitures will receive added emphasis. Our objective is to 
eliminate those businesses that cause us to divert vital financial and management 
resources from our key profit growth generators. Therefore, we will objectively 
review the components of our current business portfolio to ensure their strategic fit 
and profit potential. Businesses that are unable to meet our long-term growth and | 
profitability expectations or that are no longer strategically compatible will be | 
divested - 


RETURNS 


/O t 

Ongoing profitability is the primary measure of the overall success of a company. a * 
The returns of the corporation serve to put our profitability into perspective. They £ ^ 
allow us to evaluate the effectiveness of our many policies and decisions, as well _ 
as measure our performance relative to our peers. M'fjr 


RATES OF RETURN 



In the first year of the Plan, all return measures decline due to the year to year 
earnings decrease resulting from our decision to confront the issues facing PM 
USA. As profitability recovers, the balance sheet is rapidly deleveraged and asset 
productivity is improved, these returns resume their pattern of annual 
improvement. Return on equity will decrease from 39.4% in 1992 to 33.6% in 
1997, return on investment grows from 20.9% to 24.9%, and return on assets 
increases from 13.2% to 15.8%. 
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SHAREHOLDER VALUE 


Over the years, Philip Morris has consistently delivered superior returns to its 
shareholders. For the five year period ending December 31, 1992, our average 
annual shareholder return was 34%. Our performance has surpassed that of all 
our major competitors within our corporate peer group, with the exception of 
Coca-Cola, reflecting the effective management of our business. 


COMPARISON OF FIVE YEAR 
TOTAL RETURN TO SHAREHOLDERS 
(As of 12/31/92) 



During the Plan period, shareholder value improvement will still be of paramount 
importance. However, we recognize that the strategic shift we elected to make to 
protect PM USA's long-term volume and income will adversely affect shareholder 
return In the near-term. 

We strongly believe that as PM USA's value pricing strategy proves to be 
successful and the meaningful contribution as well as strong performance 
manifested by our other businesses receive added investment community focus, a 
more balanced assessment of Philip Morris will emerge. While this should help to 
restore share appreciation over time, we also intend to analyze and execute value 
enhancing strategies to accelerate shareholder return improvement. 
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CORPORATE IMAGE OBJECTIVES 


• To foster a working environment in which creativity and initiative are 
rewarded, bureaucratic procedures are minimized and sensible risk-taking is 
encouraged. 

• To develop new programs and initiatives which will diminish controversy and 
improve public perception of our company and our products. 

• To be an exemplary corporate citizen and employer, and to continue 
activities and programs which enhance our reputation with the public and 
with our employees. 

The specific programs to satisfy these objectives may vary somewhat from plan to 
plan, but the overall goals have remained the same. We continue to revise our 
compensation to be competitive and closely related to the actual performance of 
each of the operating companies. Philip Morris Companies Inc., as a holding 
company, operates with a limited staff and encourages a high degree of operating 
company autonomy. This reflects our confidence in the quality and skills of our 
operating company management and employees. We will continue to reward the 
creativity and performance of dedicated employees through several special award 
programs. During the Plan period, we will also continue to focus our efforts on 
consolidating parallel functions and systems, minimizing administrative layers of 
management and encouraging quick response to our customers. 

It is imperative that we continue to develop programs and take initiatives to 
improve public perception of our company. In this context we will strive to mitigate 
the impact of any controversy surrounding tobacco and alcohol beverage products. 
In the United States, we are acting to increase awareness and enforcement of 
minimum-age purchase restrictions on our tobacco and beer products. With 
respect to food, we must take the necessary steps to alleviate perceived nutrition, 
health, and packaging concerns to ensure the competitive advantage of our 
branded consumer products. 

We strive to be an exemplary corporate citizen in all our operations. With respect 
to environmental concerns, we are committed to reducing the impact of our 
activities on the environment, while continuing to provide quality products that 
meet the needs of our consumers. We have established Environmental Principles 
to ensure that we meet this objective. In addition, we have initiated and supported 
numerous corporate contribution and citizenship programs directed at ensuring the 
vitality of our society's future. 
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